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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers of

the board of examiners. They represent merely the opinions of the editor of
the Students’ Department.]

Examination in Accounting Theory and Practice—Part I
May 16, 1935, 1:30 P. M. to 6:30 P. M.
Solve problem 1 or 2 and all other problems.
No. 3 (20 points):
The December 31, 1934, trial balance of the Longwear Shoe Company before
closing is as follows:
Dr.
Cr.
Petty cash........................................................................ $
500 $
The First National Bank...............................................
56,400
Chicago store cash...........................................................
775
Accounts receivable........................................................
113,408
1,260
Reserve for sales discount.............................................
4,800
Reserve for bad debts.....................................................
15,000
Finished goods inventory...............................................
145,250
Materials and supplies...................................................
271,800
Office supplies inventory................................................
1,600
Chicago store inventory.................................................
11,700
Prepaid insurance............................................................
2,800
Land..................................................................................
5,000
Buildings...........................................................................
156,000
Reserve for depreciation—buildings............................
92,000
Machinery........................................................................
34,500
Reserve for depreciation—machinery..........................
26,000
Chicago store fixtures.....................................................
4,400
Reserve for dep’n.—Chicago store fixtures.................
3,700
Goodwill............................................................................
100,000
Accounts payable............................................................
355
37,500
Reserve for discount on inventory...............................
4,050
Reserve for discount on accounts payable..................
1,750
Accrued payroll...............................................................
4,000
Reserve for taxes.............................................................
5,600
Capital stock....................................................................
200,000
Surplus..............................................................................
45,398
Sales...................................................................................
877,600
Purchase discount...........................................................
13,000
Interest received..............................................................
500
Sales discount..................................................................
24,800
Officers’ salaries...............................................................
20,000
Office salaries...................................................................
20,500
Reserve for bad debts.....................................................
7,700
Office expenses.................................................................
8,500
Taxes.................................................................................
10,000
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Advertising.......................................................................
Salesmen’s salaries...........................................................
Salesmen’s expenses........................................................
Depreciation.....................................................................
Taxes on building and machinery.................................
Heat, light and power.....................................................
Labor—foremen...............................................................
Labor—factory................................................................
Lasts, dies and patterns.................................................
Machinery rentals and royalty.....................................
Repairs—factory.............................................................
Freight and cartage.........................................................
Sales—Chicago store.......................................................
Cost of sales—Chicago store.........................................
Depreciation of fixtures—Chicago................................
Salaries—Chicago............................................................
Miscellaneous expenses—Chicago.................................
Rent—Chicago.................................................................

Dr.
$17,500
13,400
27,200
6,570
4,000
4,200
17,500
212,700
8,200
16,000
4,500
1,200

Cr.

$16,080

9,040
440
2,400
300
3,600
$1,346,488 $1,346,488

The average discount allowed on sales is 2%.
The average discount on purchases is 1 %.
The actual inventories are as follows:
Dec. 31, 1933 Dec. 31, 1934
Materials and supplies.......................
$ 99,000
$102,500
Finished goods.....................................
151,000
146,300
Office supplies......................................
1,600
1,780
Chicago store.......................................
12,200
12,618
The discount taken in January on December 31, 1934, balances of accounts
payable was $750.
Depreciation has been adjusted monthly on the company’s books and is cor
rectly stated.
Prepare balance-sheet and profit-and-loss account for the year—the latter to
show loss or gain from operations of the store separately. Do not adjust taxes
or surplus and disregard cents.

Solution:
Probably as good a way as any to introduce this solution is to state that the
problem is susceptible to many assumptions, and, therefore, to many different
solutions.
Consider the following points:
The purchases of materials and supplies for the year may be considered as—
$271,800—$99,000 or $172,800.
The problem states that the average discount on purchases is 1 per cent.
One per cent of $172,800 is $1,728.
The discount taken in January on December 31, 1934, balances of ac
counts payable ($37,500) was $750, which is exactly 2 per cent of those
balances.
The discount earned during the year is shown as $13,000, which with the
reserve for discount in inventory of $4,050 (probably set up by a charge to
discounts earned) would amount to $17,050, or nearly 10 per cent of the
purchases. This excess over the “average rate of 1 per cent.” may be
trade discount, but in what proportion?
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It is recognized, of course, that the base upon which some of the above
discount transactions should be computed is on payments made. How
ever, there is not sufficient data given in the problem to ascertain this
amount.
The average discount allowed on sales is 2 per cent according to the
statement of the problem; 2 per cent of $877,600 is $17,552.
An account “prepaid insurance $2,800” is shown in the trial balance,
although there is no relative expense account (“insurance expense”)
shown. Whether this expense is included under some other caption is
not known; certainly the candidate is subject to criticism if he wrote off all
or a portion of this balance as an expense.
The “cost of sales—Chicago store $9,040” is assumed to have arisen
through transfers from the finished stock account. It may have arisen
through credits to sales.
Several assumptions may be made with respect to the differences in the
inventories as shown in the trial balance and those shown as the “actual”
inventories.

In this solution the assumption is made that the inventories are stated at
cost less discount, and that 1 per cent is a proper discount rate. On this basis,
the reserve for discount on December 31, 1934, is computed as follows:
Materials and supplies:
$102,500 4-99 = $1,035
Finished goods:
As shown in exhibit C, materials and supplies comprise ($168,265 4$443,135) 38 per cent of the total manufacturing cost. Then the
purchase discount, which is 1 per cent of materials cost is 38 per cent
of 1 per cent of the cost of finished goods, and the reserve for dis.38
counts is------ of the inventory value.
99.62

On hand............................... ..................
Chicago store...................... ..................
Totals........................... ..................

Inventory Reserve for Inventory
(actual)
discounts (gross value)
$146,300
$558
$146,858
48
12,618
12,666

$158,918

$606

$159,524

The total of the reserve for discounts in inventories is:
Materials and supplies...............................................
Finished goods.............................................................

$1,035
606

Total.........................................................................

$1,641

The purchase discounts are computed as follows:
Per trial balance........................................................................................
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Adjustment of reserve for discount on accounts payable:
Per trial balance....................................................................
Amount taken in January...................................................

$1,750
750

$ 1,000

Adjustment of reserve for discount in inventories:
Per trial balance................................................................ $4,050
As required (see above).......................................................
1,641

$ 2,409

$14,409

Total...................................................................................
The sales discounts are computed as follows:

Per trial balance........................................................................
Less: adjustment of reserve:
Per trial balance................................................................ $4,800
Adjusted balance—(2% of $113,408).................................
2,268
Total....................................................................................

$24,800

2,532

$22,268

The adjusted balance in the reserve account may also be shown as 2 per cent
of the balance in the accounts receivable, after deducting the provision for bad
debts of $15,000.
In the following exhibit B, it is assumed that transfers were made from the
finished goods inventory to the Chicago store inventory, and that the “cost of
sales—Chicago store ’’ arose through transfers from the Chicago store inventory
account. On this basis, the cost of sales of the Chicago store is computed as
follows:

From transfers from the finished goods inventory................
From sales from the inventory at Chicago.............................

$8,540
500

Total..........................................................................................

$9,040

Exhibit A
Longwear Shoe Company

Balance-sheet—December 31, 1934
Assets
Current assets:
Cash:
In bank.....................................................
Petty cash................................................
Chicago store...........................................

Accounts receivable....................................
Less: reserve for discounts . . $ 2,268
Reserve for bad debts. .
15,000
Debit balances—creditors’ ledger............
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$ 56,400
500
775 $ 57,675

$113,408
17,268

96,140
355
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Inventories:
Materials and supplies. . .
Finished goods..................
Chicago store.....................

$103,535
146,858
12,666

Total...........................
Less: reserve for discounts

$263,059
1,641

$261,418
$415,588

Total current assets. .
Prepaid expenses:
Prepaid insurance.................
Office supplies.......................

$

2,800
1,780
4,580

Total prepaid expenses.
Fixed assets:

Land.......................................
Buildings................................
Machinery..............................
Chicago store fixtures..........
Totals...............................

Reserve for Net book
Cost depreciation value
$ 5,000 $
$ 5,000
156,000
92,000
64,000
34,500
26,000
8,500
4,400
3,700
700
$199,900

78,200

$121,700

100,000

Goodwill.......................................

$598,368

Liabilities and net worth
Current liabilities:
Accounts payable.......................................
$ 37,500
Less: reserve for discounts....................
750
Accrued payroll...........................................
Reserve for taxes.........................................
Customers’credit balances........................

$ 36,750
4,000
5,600
1,260

Total current liabilities......................
Net worth:
Capital stock...............................................
$200,000
Surplus:
Balance, per books.................................
$ 45,398
Add net profit for the year before pro
vision for federal income taxes.....
305,360
350,758

Total net worth...................................

$ 47,610

550,758
$598,368
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Exhibit B
Longwear Shoe Company
Statement of profit and loss for the year ended December 31, 1934
Chicago
store
$16,080

Other
$877,600

Total
$893,680

$165,990
443,135

8,540

$153,790
443,135
8,540

Total.......................................................
Deduct: inventory, December 31, 1934. ...

$20,740
12,666

$588,385
146,858

$609,125
159,524

Cost of sales...........................................

$ 8,074

$441,527

$449,601

Gross profit on sales.........................................

$ 8,006

$436,073

$444,079

$

$ 20,000
20,500
7,700
8,320
10,000
17,500
13,400
27,200

$ 20,000
20,500
7,700
8,320
10,000
17,500
13,400
27,200

Sales....................................................................

Cost of sales:
Inventory, January 1, 1934........................
Cost of manufacture (exhibit C)...............
Goods shipped to Chicago...........................

Expenses:
Officers’ salaries.............................................
Office salaries.................................................
Bad debts.......................................................
Office expenses...............................................
Taxes...............................................................
Advertising.....................................................
Salesmen’s salaries........................................
Salesmen’s expenses......................................
Chicago:
Depreciation..............................................
Salaries.......................................................
Miscellaneous expenses............................
Rent............................................................

$12,200

440
2,400
300
3,600

440
2,400
300
3,600

Total expenses.......................................

$ 6,740

$124,620

$131,360

Operating profit.................................................

$ 1,266

$311,453

$312,719

Net financial expense:
Sales discount................................................
Less: purchase discount...............................
Interest received.................................

$14,409
500

Total.......................................................
Net expense...........................................
Net profit before provision for federal income
taxes................................................................

135

$ 22,268

14,909
7,359

$305,360
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Exhibit C

Longwear Shoe Company

Statement of manufacturing costs for the year ended December 31, 1934
Materials and supplies.......................................................
$271,800
Less: inventory, December 31, 1934............................
103,535 $168,265
Labor—factory....................................................................
212,700
Overhead:
Depreciation................................................................. $ 6,570
Taxes on buildings and machinery....................................
4,000
Heat, light and power..........................................................
4,200
Labor—foremen...............................................................
17,500
Lasts, dies, and patterns......................................................
8,200
Machinery rentals and royalty.....................................
16,000
Repairs—factory.............................................................
4,500
Freight and cartage...............................................................
1,200 62,170
Total manufacturing costs.................................................

$443,135

No. 4 (15 points):
You are engaged to audit the books and accounts of a beet-sugar refining
company for the fiscal year ended March 31, 1934.
All the sugar refined during the year ended on that date was manufactured
from beets purchased from growers under participating contracts whereby the
growers receive 50 per cent of the average net proceeds from the sale of all the
sugar. The contracts run from October 1, 1933, to September 30, 1934, and
provide for final settlement with growers at the latter date. They specify that,
if all the sugar manufactured from beets furnished under the contract is not sold
prior to September 30, 1934, the settlement for the unsold portion shall be
made on the basis of the prevailing market price on that date less estimated
cost of selling.
The company purchased 750,000 tons of beets under contracts with growers
during the fiscal year under audit and the average sugar content of the beets
was 18 per cent with a per cent extraction of 81.5. At the close of the fiscal
year you find the company has sold 1,500,000 hundred-pound bags of sugar
manufactured from the beets purchased during the fiscal year and that the
average net return per bag for the sugar sold was $3.75.
On March 31, 1934, the company has paid the growers a total of $5.00 a ton
for all the beets purchased. This was considered a minimum base price which
would not be reduced, regardless of the amount of net returns. Only the actual
payments to growers have been included in the computation of manufacturing
costs and no liability to growers appears on the books.
At the time of your audit, which takes place five months after the close of the
fiscal year, the market price of sugar has risen and a substantial portion of the
sugar remaining on hand at the close of the fiscal year has been sold. Based on
the result of these sales and the condition of the market the company officers
estimate that the sugar on hand at March 31, 1934, will yield an average net
return of $3.90 per bag.
1. Determine the liability to growers, if any, as it will appear on the audited
balance-sheet of the company as at March 31, 1934, and show your
method of computation.
2. What note would you attach to the balance-sheet explaining the liability?
3. What change would you recommend to overcome the uncertainty involved
in estimating the liability at the close of the fiscal year?
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Solution:
(a) The company purchased 750,000 tons of beets from which, it may be esti
mated, it would obtain 2,200,500 hundred-pound bags, as shown below:
The average sugar content of the beets was....................
18. %
The percent of extraction was.............................................
81.5 %
14.67%

Or

The sugar refined was 14.67% of 750,000 tons,
Or
110,025 tons.
The number of hundred-pound bags was 110,025 times
20, or
2,200,500.
The net proceeds may be computed as follows:
Bags sold:
1,500,000 bags at $3.75 per bag...................................... $5,625,000
Bags on hand:
700,500 bags at $3.90 per bag.........................................
2,731,950

Total....................................................................................

$8,356,950

The amount of the liability to the growers, is therefore:
50% of the net proceeds.................................................. $4,178,475
Less: amount paid to the growers (750,000 tons at $5
per ton)...............................................................................
3,750,000

Amount of liability at March 31, 1934.............................

$ 428,475

I would show the above item in the balance-sheet at March 31, 1934, as
follows:
“Liability on growers’ contracts (see note)....................
$428,475.”
(b) The foot-note on the balance-sheet follows:
“On March 31, 1934, the company had 700,500 bags of refined
sugar on hand upon which the company’s officials expect to realize an
average net return of $3.90 per bag. The liability to the growers on
contracts is based upon this estimate.”
(c) Either the contracts should cover a period ending on March 31st or the
company should change its fiscal year to end September 30th, to overcome the
uncertainty involved in estimating the liability at the close of the fiscal year.

No. 5 (10 points):
On January 1, 1934, Corporation X had an authorized and issued capital
stock of 100,000 shares without par value. Of the amount of $50 a share re
ceived from the sale of such stock the directors, under the provisions of the
company’s charter, had assigned $20 a share as the stated value and $30 a share
as paid-in surplus. Under the laws of the state in which the company is in
corporated the board of directors may apply part or all of the paid-in surplus to
the reduction or extinction of any operating deficit or to the payment of divi
dends. On December 31, 1934, the company had an operating deficit of $2,000,000 and had in its treasury 40,000 shares of its capital stock which it had ac
quired by the payment of $24 a share in cash.
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Disregarding any question as to the legality of the transactions which have
been described, prepare a statement of stockholders’ equity at December 31,
1934,
(a) on the basis of the given data.
(b) assuming that the company had an earned surplus of $250,000 instead of
an operating deficit of $2,000,000.
State briefly the reasons for the procedure you adopt.

Solution:
(a)

Corporation X

Statement of stockholders' equity December 31, 1934
Capital stock—no par value:
Authorized and issued, 100,000 shares for............. $5,000,000
Less: amount assigned by board of directors to
paid-in surplus.............................................
3,000,000

Stated value of
100,000 shares issued........ $2,000,000
Deduct: stated value of 40,000 shares of treasury
--------- stock.
800,000
Stated value of

60,000 shares outstanding

$1,200,000

Paid-in surplus:
Amount assigned by board of direc
tors on original issue of..... 100,000 shares $3,000,000
Less: amount applicable to............... 40,000 shares in treasury
160,000
Balance applicable to.................... 60,000 shares outstanding,

2,840,000

Total............................................................................................
Deduct: operating deficit.......................

$4,040,000
2,000,000

Stockholders’ equity of 60,000 shares outstanding................

$2,040,000

(b) Assuming that the company had an earned surplus of $250,000 instead
of an operating deficit of $2,000,000.
Corporation X

Statement of stockholders’ equity December 31, 1934
Capital stock—no par value:
Authorized and issued, 100,000 shares for......... $5,000,000
Less: amount assigned by board of directors to
paid-in surplus.....................................................
3,000,000
Stated value of
100,000 shares issued........ $2,000,000
Deduct: stated value of 40,000 shares of treasury
stock.
800,000

Stated value of

60,000 shares outstanding
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Paid-in surplus:
Amount assigned by board of direc
tors on original issue of.... 100,000 shares $3,000,000
Less: amount applicable to............... 40,000 shares in Treasury
______
160,000
Balance applicable to.................... 60,000 shares outstanding $2,840,000

Earned surplus.......................................................................................

250,000

Stockholders’ equity of 60,000 shares outstanding.................. $4,290,000
In the foregoing statements, the treasury stock is considered as though it had
a par value of $20 per share, which was the amount that the board of directors
assigned to it when originally sold. The excess of $30 per share is treated as
though it were premium on stock sold.

No. 6 (10 points):
The following is a statement of the assets and liabilities of the co-partnership
of Deed and Seal as at January 1, 1930:
Assets
Cash........... ................................................................. $ 10,279.45
Investment in bonds.................................................
28,135.76
Accounts receivable...................................................
31,346.21
Inventory....................................................................
44,281.95
Fixed assets (less depreciation, $2,973.06)...........
27,654.73
$141,698.10

Liabilities
Accounts payable......................................................
Capital:
Deed........................................................................
Seal..........................................................................

$ 37,602.19
73,605.74
30,490.17
$141,698.10

The partnership was dissolved on June 30, 1930. Seal then withdrew and
was paid out of the partnership funds his capital, as shown in the statement at
January 1, 1930, less withdrawals, together with $8,000 in lieu of his share of
profits for the year up to that date. Deed continued the business but on July
1, 1930, was joined in co-partnership by Escrowe who purchased from Deed a
one-quarter interest in the partnership for $25,000, the profits thereafter to be
divided in the proportions of two thirds to Deed (his share in the former part
nership) and one third to Escrowe. The books of the old firm, kept by single
entry, were not closed when Seal withdrew but were continued by Deed and
Escrowe and at December 31, 1930, the following statement was prepared:
Assets
Cash........... .. .............................................................. $ 17,963.28
Investment in bonds.................................................
15,178.33
Accounts receivable...................................................
36,524.29
Inventory....................................................................
57,183.46
Fixed assets (less depreciation, $4,753.69)...........
43,465.37
$170,314.73

Liabilities
Accounts payable......................................................
Capital.........................................................................

$ 47,982.17
122,332.56
$170,314.73
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Deed withdrew $1,000 a month; Seal had drawn $500 a month, and Escrowe
withdrew $500 a month. Particulars of the investment in bonds, as shown in
the above statements, are as follows:
Cost of $25,000 6% bonds of OK and G Company, interest pay
able semi-annually, January 1st and July 1st............................. $28,135.76
Less:
Proceeds of $12,500 bonds sold June 30, 1930...........................
12,957.43
$15,178.33
It has been agreed by the parties at interest that the income for the year
1930 is to be apportioned as follows: two fifths (2/5) for the half year to June
30th and three fifths (^) for the second half year, with the understanding that
the loss from the sale of the bonds is a charge against the income of the first
half of the year.
Prepare a statement of the three partners’ capital accounts and show how
you determine the profits.
Solution:
The following is a computation of the loss on the bonds sold on June 30,1930:
Cost of bonds sold—of $28,135.76). .
$14,067.88
Proceeds of $12,500 bonds sold................. $12,957.43
Less: accrued interest thereon to June 30,
1930 (3% of $12,500) collected July 1,
1930...........................................................
375.00

Amount applicable to principal................

12,582.43

Loss on bonds sold.............................

$ 1,485.45

As the old partnership was dissolved and the new one was formed on June 30,
1930, the bonds taken over by the new partnership should be valued at the
market price of $12,582.43, plus accrued interest thereon of $375.00. This
valuation and accrued interest should be used also at December 31, 1930. The
charge to the old partnership for the decrease in value of the bonds held is shown
below:
Deed (2/3)...............................................................
$ 990.30
Seal (1/3).................................................................
495.15
Total................................................................

$1,485.45

The amount paid to Seal may be computed as follows:
Capital account at January 1, 1930............................. $30,490.17
Less: amount withdrawn in six monthly payments of
$500 each..........................................................................
3,000.00

Balance.........................................................................
Add payment made in lieu of profits...............................

$27,490.17
8,000.00

Net payment at June 30, 1930 .........................................

$35,490.17

Statement of computation of profits:
Capital, as shown by statement at December 31, 1930.............
Add: accrued interest on bonds (3% of $12,500)........................

$122,332.56
375.00

Total............................................................................................

$122,707.56
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Deduct:
Decrease in value of bonds held at December 31, 1930:
Carrying value................................................... $15,178.33
Market value at June 30, 1930 (Cost to new
partnership)...............................................
12,582.43 $ 2,595.90

Adjusted capital at December 31, 1930................

$120,111.66

Add:
Actual loss on bonds held...............................
Withdrawals:
Deed (12 months at $1,000 per month)........
$12,000.00
Seal-total withdrawn, including monthly
drawings.....................................................
38,490.17
Escrowe (6 months at $500 per month)....
3,000.00

Total...............................................................
Deduct capital accounts at January 1, 1930:
Deed....................................................................
$73,605.74
Seal..........................................................................
30,490.17
Profit for the year 1930...........................................

1,485.45

53,490.17
$175,087.28

104,095.91
$70,991.37

The profit may be apportioned between the two periods as follows:
Profit for the year, per above...........................................
$70,991.37
Loss on sale of bonds..........................................................
1,485.45
Profit for the year, before considering the loss on bonds

$72,476.82

Apportionment:
to the first six months.....................................
$28,990.73
Less loss on bonds sold...................................................
1,485.45

Balance, first six months................................................
to the second six months..........................................

$27,505.28
43,486.09

Total..............................................................................

$70,991.37

Deed, Seal and Escrowe
Statement of partners’ capital accounts for the year ended December 31, 1930

Deed
Seal
Capitals, January 1, 1930 $73,605.74 $30,490.17
Deduct: drawings...............
6,000.00
3,000.00
Balance....................... $67,605.74 $27,490.17
Add: profits for the six
months.......................
18,336.85
9,168.43
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Total
$104,095.91
9,000.00
$ 95,095.91

27,505.28
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Balances, June 30, 1930
before withdrawal of
$85,942.59 $36,658.60
Seal..............................
Deduct:
Write-down of bonds to
$
market value.........
Payment to Seal:
Balance in capital ac
count ...................
Payment in lieu of
profits.................

Total deductions. . . . $

990.30 $

$122,601.19

495.15

$

27,490.17

27,490.17

8,000.00

8,000.00

990.30 $35,985.32

$ 36,975.62

Balances after withdrawal
$84,952.29 $
of Seal.........................
673.28
Transferred to Deed.........

$ 85,625.57

673.28
673.28

$ 85,625.57

Balance, July 1, 1930. . . . $85,625.57 $
Transferred to Escrowe. .

1,485.45

21,406.39

Balances after transfer to
$64,219.18
Escrowe:....................
6,000.00
Deduct: drawings...............
Balances..................... $58,219.18
Add: profits for second six
28,990.73
months.......................
Balances, December 31,
$87,209.91
1930.............................
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$21,406.39

$21,406.39 $ 85,625.57
3,000.00
9,000.00
$18,406.39 $ 76,625.57
14,495.36

43,486.09

$32,901.75 $120,111.66

